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Advocate & Solicitor 
The 2005 Budget proposed a panel to review the tax system, both direct and indirect 
systems of collecting revenue. 
In the review of the indirect system, it is proposed a goods and service tax (GST) t:te 
introduced with effect from 1.1.2007. In respect of the direct taxation system no 
indication is given. However, it may be speculated that the company taxation sys~ein 
may be reviewed. 
The responses to company taxation can be as follows: 
3.1 Classical System 
Under the classical system, a company is considered a wholly distinct persclln 
from its shareholders. The company being a legal entity in itself, is taxed on ir!; 
profits at a single rate and the shareholders are taxed on the dividends receive:cl 
by them at progressive rates without any rebate or credit. The result is a 
double taxation. 
3.2 Two-tier System 
Under the two tier system distributed profits of a company are taxed at lowt:!:~: 
rates from non-distributed profits. At the same time distributed profits would 
be subject to deduction of tax at .source and this amount would be taken as al.r.1 
advance payment of a tax in respect of the shareholders tax liability. 
3.3 Fiscal Transparency System 
Under this system, profits of a company are to be apporeioned to individuidl 
shareholders whether or not the income is declared as dividends. 
3.4 Imputation System 
Under the imputations system, tax paid by a company is imputed ta tlhe 
shareholder so that the tax paid by the company is taken as advance tax 
payable by the shareholders on their dividends received. Thus, where a 
shareholder receives a dividend, it is included in computing his total income 
and a corresponding credit to the extent of the tax paid by the company is 
given as credit to the shareholder. It follows that where a shareholder is not 
liable to income tax, the full credit is refunded to him. 
1. Europe and Japan follow variations of the two tier system. 
i. System must ensure revenue yield. 
Any system of company taxation must ensure review yields. The current imputation 
system yields revenue as follows: 












% of GDP 
Company Taxation produces 26% of total revenue. 
6. Advantages of Imputation System 
(a) avoids double taxation 
(b) neutral i.e. no additional burden on shareholder where the company rate is 
synchronized with individual taxation. 
7. Disadvantages of imputation system 
(a) open to fiaud in repayments, 
(b) needs greater attention i.e. manpower to keep track of declaring dividends, 
(c) administration difficult to police, 
(d) funds needed to repay taxpayer, 
(e) leads to poor tax administration because of delay in repayments, and 
(f) not straight forward in accounting for tax collected from companies because 
of section 110 credits. 
Classical System 
8. Advantages 
(a) easy to administer, 
(b) stops leakages in the tax system, 
(c) makes it possible for a low company tax rate, and 
(d) attracts investment. 
9. Tax revenue in 2004 expected to be RM 70,759 million. Direct taxes account fill: 
47.9% of total revenue. Inhrect taxes account for 25% of total Revenue. 
10. Classical System - alternatives. 
11. Classical system with withholding tax on dividends for non-residents. 
12. Classical system without withholding tax on dividends. 
13. Classical system with a low rate of tax on hvidends in hands of shareholders. 
14. If a classical system procedures the target revenue then it in better to introduce ;a 
system with a comparative tax rate of 20-25% without a tax on dividends declared.. 
But the option for a low tax rate on dvidends is not an option that can be shut out for 
the future. In other tax jurisdictions there is a low tax on dividends. If there is no t ; ~  
on dividends it will be a tax holiday for non-residents since such a tax exists in othler 
tax jurisdictions. 
15. Promotion of Investment Incentive Act 1986 
This Act also needs a complete revision. As it stands, amendments after  amendment,^ 
have made it a task to establish the basic principles of investment incentives. 
16. Legislation 
The legislation needed to introduce a classical system is not complicated. Perhaps ii 
New Income Tax Act should be introduced. 
The legislation in respect of the imputation system in section 108 is complicated ar~d 
where there is a charge in tax rate it becomes more complicated to deal with. 
17. The future 
The future of company taxation may be in the direction of the classical system chiefly 
because it will produce the desired yield in revenue and avoids the cornplicatesi 
system of the imputation method i.e. repayments. 
